-§0 PROTEST RECEIVED
tleasa coplies }o Distriot
" DEPARTMENT OF THE TREASURY.- g .
INTERNAL REVENUE SERVICE | Date

WASHINGTON, D.C. 20224

“Jate: MAR 1 2 2001 Contact Person:| -
Identification Nug ber:

Contact Numben j‘

E Mail Address:

Employer [dentification Number: GIEIREND

~ Dear Applicant:

Wé have considered your application for: recognmon of exempt;on from

501(6)(3) of the Code. —contmls and oversees an mtegrated
elivery network (the “System”). The System includes tertiary and communitg
all of wh:ch are tax-exempt under secbon 501(c)(3)), physician groups. and ¢

20m rehenswe range of Catholic health servlces to communities throughout pastern
' southem (NN =nd northeastem {NIENIEND The System has
adopted a conflicts of interest policy that applies to your organization. -

One of N s many subordinate organizations is
I . 8 charitable corporation that is tax-eempt under
’SGCtIQh 501(c)(3) of the Code. . i

You were incorporated on q a charitable corporation ur
S (aw. Your Bylaws provide that is your sole member. Y
represented that you would be willing to amend Article VI of your Bylaws to ppevide that at all

times.a majority of the members of your Board of Trustees would be comprist d of independent
‘nembers of the community. -

Your Articles of Orgamzatlon and Bylaws provide that your purpose is tc serve as the
corporate vehicle within the System for health care providers affiliated with thE System to
participate in contractual arrangements with various third-party payors to ensfre that a broad
range of Cathalic health care services are available to individuals served by the System




. You have entered into services agreements with seven acute care hospitals. within the

bystem (the "System Hospitals™) under which you serve as their agent in negptiating:and
‘entering into provider reimbursement agreements with third-party payors. Ydu have also
entéred into exclusive services agreements with six non-exempt independent physicians
ussociations (“IPAs"), comprising approximately 1,000 physicians engaged ir] the: private
nractice of medicine, all of whom have staff privileges at one or more of the System Hospitals
(the “IPA Physicians”). Under these agreements, you represent the IPAs in fegotiating and
mntering into reimbursement agreements with third-party payors. (The Systek -Hospitals and
the |PAs; collectively, are referred to as the “Providers.”) You do not charge jees: to any of the

“roviders for your contract negotiation services or for the surplus and deficit $ervices you
errorm on their behalf,
The third-party payors with which you have contracted on behalf of the Providers are D

? and! These organizations are licenfed health
naintenance organizations which also operate other types of managed care | ealth plans

i These organizations, collectively, are referred to as the *HMOs.”) Under thee contracts, the
Prowders perform health care services directly for the HMOs® enroliees. )

actually performed by the Providers for the HMOs enroliees w1th an establls d r._r'ljediqal o
servlces budget. _ A

After caleulating the settlement or reconciliation, if there is a surplus HMOs wouid
remitithe surplus to you, and you would allocate and pay the surplus to eachpf the Providers in
dcoordance with the applicable terms of each Provider's contract. You would not retain any of
ihe surplus funds received from the HMOs; instead, you would pay out all of the surplus to the
Prowders

After calculating the settlement or reconc:llatlon lf therg is a deficit, youlv
allocable portion of the deficit from each of the. Providers and would remit tha funds to the

LAW

AN

Stand Alone Basis for Exemption

' Section 501(c)(3) of the Code provides for the exemption from federa.income tax of
orgamzatlons organized and operated exclusively for charitable, scientific or ducatlonal
purposes, provided no part of the organization's net eamings inures to the benefit of any private
sharsholder or individual.

Section 1.501(c)(3)-1(2)(1) of the Income Tax Regulations provides L{at in order for an
organlzatlon to be exempt as one described in section 501(c)(3) of the Codegit must be both




. aong been reoogmzed as a charitable purpose. See Restatement {Second

368, 372 (1959); 4A Scott and Fratcher, The Law w of Trusts, sections 368,.37 (4th ed 1989);

" and Rev Rul. 69-545, 1989-2 C.B. 117.

. Section 1.501(c)(3)-1(b)(1) of the regulations provides that an organiz

: excluswely for one or more exempt purposes only if its articles of organizatic

tion is organized
(a) limit the

- purposes of such organization to one or more exempt purposes and (b) do npt expressly

empower the organization to engage, otherwise than as an insubstantial pa
. actlwtles which in themselves are not in furtheranoe of one or more exempt

. Section 1.501(c)(3)-1(c)(1) of the regulations provides that an organi
regarded as operated exclusively for one or more exempt purposes only if it
' In activities which accomplish one or more of such exempt purposes speclfi

- 501(e)(3) of the Code. An organization will not be so regarded if more than
of |ts actlvmes is not in furtherance of an exempt purpose.

Sectlon 1.501(c)(3)-1(e)(1) of the regulatlons states that an organiza
organlzed and operated for the primary purpose of carrying on an unrelated
not ep(empt under section 501(c)(3) of the Code.

In Better Business Bureau of Washington, D.C. v. United States, 3

(1945), the Court stated that "the presence of a single . .
‘nature, wlll destroy the exermnption regardless of the number or importance o
‘ purposes )

Rev. Rul. 69-545, 1969-2 C.B.. 117, established the community beneft.

fest by which it is determined whether a hospital is organized and operated
purpose of promoting heaith.

Rev. Rul. 75-197, 1975-1 C.B. 156, held that a nonprofit organizatio

free gomputerized donor authorization refrieval system to facilitate transplant

of its activitiss, in
Lrposes.

; tlon will be

ngages primarily
d in section
n insubstantial part

5 whlch is )
de or; busnness is

.S, 279, 283

... [exempt]

2
. [nonexempt] pur%‘:e, if substantial in

truly

that operates a
jon of body

organs:upon a donor's death qualifies for exemiption under section 501(c)(3) of the Code

because by facilitating the donation of organs which will be-used to save liveg,
health needs of the community and therefore is promoting health wathm the

.;eneral law of charity.

Rev. Rul. 77-68, 1977-1 C.B. 142, held that a nonprofit organization

it is serving the
aning of the

to provide

individual psychological and educational evaluations, as well as tutoring andjtherapy, for
childrén and adolescents with leaming disabilities qualified for exemption unfler section

501(c)(3) of the Code because it both promoted health and advanced edu

on.. Because its




- .servié,és are designed to relieve psychologicat tansions and théreby improve' the mental heaith

of the children and adolescents, it promoted health.

_* InRev. Rul. 77-69, 1977-1 C.B. 143, an organization was formed as

Agency (HSA) under the National Health Planhing and Resources Develop

 Health Systems

_ nt Act of 1974.
-As an HSA, the organization's primary responsibility was the provision of effetive health
‘planning for a specified geographic area and the promotion of the develop At within that area

- of health services, staffing and facilities that met identified needs, reduced in
implemented the HSA's health plan. The revenue rnuling concluded that by e
maintaining a system of health planning and resources development aimed
adequate health care, the HSA was promoting the health of the residents of

“functioned. Therefore, the HSA qualified for exemption under section _501=.(c)

‘e basis that it promoted health.

ffficiencies and’
tablishing and
:providing

ne area in which it.
3) of the Code on

g , ‘ Rev. Rul. 81-276, 1981-2 C.B. 128, held that a PSRO qualifies for ex&*mption' under

section 501(c)(3) of the Code because it lessens the burdens of government
health. of the beneficiaries.of the Medicare and Medicaid programs.

I Rev. Rul. 81-298, 1981-1 C.B. 328, held that a nonprofit organization
nousing, transportation and counseling to hospital patients' relatives and frie
the locality to assist and comfort the patients qualifies for exemption under s

-the.Code because it promotes health by helping to relieve the distress of h

_benefit from the visitation and comfort provided by their relatives and friends.}

Sdmrfﬂissiongr, 74 T.C. 240 (1980), acg., 1980-2 C.B. 2 ("Queens ty P

And promotes the

fhat provides
ds who travel to

ction 501(c)(3) of -

pital patierits who

. Ve
punty PSRO"), the Tax
ourt held that an organization that raviewed the propriety of hospital treatmeé

t provided to

Medicare and Medicaid recipients was exempt under section 501(c)(3) of the Code because it

lessened the burdens of government and promoted the health of persons ‘eli'

and Medicaid.

* Living Faith, Inc. v. Commissioner, 950 F.2d 365 (7th Cir. 1991), in ol

¥ble:for Medicare

edan

organization that operated restaurants and health food stores with the intents B of furthering the

religious work of the Seventh-Day Adventist Church as a health ministry. Ho

ever, the Seventh

Circujt held that these activities were primarily carried on for the purpose of gonducting a

commercial business enterprise. Therefore, the organization did not qualify
- axemption under section 501(c)(3) of the Code.

| Federation Pharmacy Services, Inc, v. Commissioner; 72 T.C, 687 (15978)

F.2d 804 (8th Cir. 1980), held that while selling prescription pharmaceuticals

pharmacies cannot qualify for recognition of exemption under section 501(c) ,

alone.

: Rev. Rul. 69-528, 1969-2 C.B. 127, describes an organization forme

Br recognition of

romotes heailth,

to provide

investment services on a fee basis only to organizations exempt under sectidh 501(c)(3) of the

.- Code; The organization invested funds received from participating tax-exem ot organizations.




[ o
_The senvice organization was free from the control of the participating organi ftlon.s and had
_absolute and uncontrolled discretion over investment policies. The ruiing held that the service
organization did not qualify under section 501(c)(3) of the Code and stated that providing
investment services on a regular basis for a fee is a trade or business ordinaqly carried on for
" profit, oo 1 ¢

. ' Rev. Rul. 72-369, 1972-3 C.B. 245, deals with an organization formed top
rnanagement and consulting services at cost to unrelated exemnpt organization
-uling. held that providing managerial and consulting servi '
trade 'or business that is ordinarily carried on for profit. The fact that the serv]
.vere provided at cost and solely for exempt organizations was not sufficient
activity as charitable within the meaning of section 501(c)(3) of the Code.

s oni a regular bagis for a fee'is a
ces in-this case
characterize this

" | InRev. Rul. 76-456, 1976-2 C.B. 150, a norjprofit arganization formeq
=gsistiin establishing nonprofit regional health data systems, to conduct studis and propose

.improvements with regard to quality, utilization andeffectiveness of heaith cgre and health care

“agencjes, and to educate those involved in fumishing, administeririg; and fingncing heaith care
was operated exclusively for scientific and educational purposes and quallfiei for exemption
up;iei'. section 501(c)(3) of the Code. . : 4 G

. In Rev. Rul. 77-3, 1977-1 C.B. 140, a nonprofit organization that prov ]
. and related services at cost to a city for its use as:free temporary housing fo fainilies whose
hemes have been destroyed by fire is nota charitable organization exempt yider section -
501(6)(3) of the Code. : o S

n . ) "
+"In B.8.W. Group, Inc. v. Commissioner, 70 T.C. 352 (1978), the orgapization entered
into consuitant-retainer relationships with five or six limited resource groups involved in the
.. fields of health, housing, vocational skills and. cooperative management. T B organization's
finaneing did not resemble that of the typical. section 501(c)(3) organization. fit had neither
solicited nor received any voluntary contributions from the public. The courticoncluded that
because its sole activity consisted of offering consulting services for a fee sat at or close to cost
to nanprofit, limited resource organizations, it did not qualify for exemption upider-section
501(c)(3) of the Code. SR,

_ In Christian Stewardship Assistance, Inc. v. Commissioner, 70 T.C. $037 (1878), a
nonprofit corporation that assisted charitable organizations in their fund raisig activities by
providing financial planning advice on charitable giving and tax planning to yealthy individuals
was held not to qualify for exemption under section 501(c)(3) of the Code hdceause its tax
planning services were a substantial nonexempt activity enabling the corpogation to provide
commercially available services to wealthy individuals free of charge. S

In Rev. Rul. 86-98, 1986-2 C.B. 74, an individual practice associatiop ("IPA”) arranged
for the delivery of health services through written agreements negotiated wilr health
maintenance organizations (*HMOs"). The IPA’'s membership was limited t® licensed
physicians engaged in the private practice of medicine. All of the IPA’s meigibers entered into

service agreements with the IPA stating that the physicians will provide meg fcal;services to

to encourage and

des rental housing -




+MO i'p:'atiemts based on a compensation arrangement negotiated by the IPA j: th the;HMbs.

The IPA’s primary activities were to serve as a bargaining agent for its membgrs in-dealing with

+MOs and to perform the administrative claims services required by the agr 2menits negotiated

with the HMOs. The HMOs paid the IPA and the IPA physicians billed the IP& for the services
rehdered to the HMO subscribers and accepted claims payments for the IPA s payment for the
servicgs rendered. The IPA physicians agree to reimbursement by the IPA based on a fee
schedule established by the IPA. The IPA pays the member physicians 85 rcent of the
amount stated in the fee scheduje. At the end.of each year, the IPA pays any excess fo the
mhysicians proportionately, but if there is a deficit, the physicians have no further recourse. This

revenue ruling concludes that since the IPA negotiates confracts on behalf offits members with

various HMOs, administers the ¢lalms received from its members, and pays them according to -

its reimbursement agreement, the IPA is akinto a billing-and collection servige and a collective

_bargaining representative negetiating on behalf of its member physicians witQ HMOs. Thus, the

IPA operates in a manner similar to organizations carried on for profit and its primary
beneficiaries are Its member physicians rather than the community as a who 2, Therefore, the
IPA did not operate exclusively for the promotion of social welfare within the gieaning of section
501(c)(4) of the Code. ‘ ’

Integ;a! Part Doctrine

. Section 502 of the .Codé states that an organization operated for the. grimary purpose of
carrying on a trade or business for profit is not tax.exempt on the ground thafall of its profits are
payable to one or more tax-exempt organizations. L

- -.Section 1.502-1(b) of the regulations provides that a subsidiary orga L, tion of a tax
exempt organization may be exempt.on the ground that the activities of the giibsidiary are an
integral part of the exempt activities of the parent organization. However, the subsidiary is not
2xempt from tax if it is operated for the primary purpose of carrying-on a tradg or business which
would-be an unrelated trade or business if regularly carried on by the parent brganization.

. In Rev. Rul. 78-41, 1978-1 C.B. 148, a trust created by a hospital to gccumulate and
hold funds to pay malpractice claims against the hospital was determined to pe an integral part
organization because the hospital exercised significant financial control overfhe trust. This was
because the trustee was required to make payments to claimants at the diregtion of the hospital,
the hiospital provided the funds for the trust and the hospital directed where the funds from the
trust were to be pald. < ;

3 F.3d 494 (3rd Cir.

'+ Geisinger Health Plan v, Commissioner, 100 T.C. 394 (1993), affd, X
' 1994) , held that a prepald health plan did not qualify for exemption under ion 501(c)}(3) of

the Code based on the integral part doctrine of section 1.502-1(b) of the reglations.

~ Section 513(a) of the Code defines the term "unrelated trade or busi pss” as any trade
or business the conduct of which is not substantially related (aside from the geed of the
organization for income or funds or the use it. makes of the profits derived) tdithe;exercise or
performance by such organization of the purpase or function constituting thefbasis for its
exemption.. - ' :




B ’ ‘ Y A

"' Section 513(a)(2) of the Code provides that the term "unrelated trade dr business" does
‘not include any trade or business which is carried on, in the case of an organigation described in
section 501(c)(3). such as a hospital, by the organization primarily for the conyenience of its

. patients. -

| Section 1.513-1(a) of the regulations defines "unrelated business taxable income” to
nean gross income derived by an organization from any.unrelated trade or bysiness regularly
carried on by it, less directly connected deductions and subject to certain modfications. '
Therefore, gross income of an exempt organization subject to the tax imposeg by section 511 of
the Code is includible in the computation of unrelated business taxable incom if: Nitis
incomig:from trade or business; (2) such trade or business is regularly carriedon by the
organization; and (3) the conduct of such trade or business is not substantial related (other
than:through the production of funds) to the organization's performance of its gixempt functions.

i Section 1.513-1(b) of the regulations states that the phrase "trade or I3 siness” includes ..
sotivities carvied on for the production of income which possess the characte gstics of a trade or
‘busiriess within the meaning of section 162 of the Code. Section 1.513-1 (c) & the regulations:
explains that "regularly carried on" has reference to the frequency and contingiity with which the
activities productive of the income are conducted.and the manner in which they are pursued.

. Section 1.513-1(d)(1) of the regulations states that the presence of the substantially
related requirement necessitates an examination-of the relationship between the business -
activities which generate the particular income in-question - the activities, that is,;of producing -
or distributing the goods or performing the services involved - and the accongplishment of the
prganization's exempt purposes. . ]

| . Section 1.513-1(d)(2) of the regulations states that a trade or busines$
exempt purposes only where the conduct of the busiriess activity has a causa
the achievement of an exempt purpose, and Is substantially related for purposes of section 513,
nly if the causal relationship Is a substantial one. Thus, for the conduct of ajtrade or business
from Which a particular amount of gross income is derived to be substantiallyjrelated.to
purpdses for which exemption is granted, the production 6r distribution of thejgoods or the
performance of the services from which the gross income is derived must cogtribute importantly
k0 thel accomplishment of those purposes. ' _

RATIONALE

Stand Alone Basis for Exemption ‘
icts with third party
ich are structurally
1 private practice,
es in at least one

.

" Your activities consist of negotiating contracts and entering into con
payofs on behalf of the Providers. These Providers are System hospitals,
related fo your organization; and IPAs, consisting of independent physicians
whose only relationship to the System hospitals is that they have staff privile
of these hospitals.




b

- vUnder the regulations, an organization that is organized and operated fxclusively for
'chantable purposes may qualify for exemption under section 501(c)(3) of the Pode. . The .
regula’uons also provide that an organization will be regarded as “operated exg usrvely" for one
pr more-exempt purposes only if it engages primarily in activities which.acco pllsh ofe or more
of such exempt purposes specified in section 501(c)(3).of the Code. An orgaj ization will not be
S0 regarded if more than an insubstantial part of its activities is not in furthera) ce of an exempt

: purpose

: The promoﬂon of health has long been reoogmzed as a chafitablé pur _. ose Whether a
‘1ospltal promotes health in a charitable manner is determined under the comnunity benefit
standéard of Rev. Rul. 69-545, supra. This standard focuses on a number of factors to
‘leterthine whether the hospital benefits the community as-a whole rather thag private interests.
' r‘he appllcatron of the commumty benef' t standard to axempt hosprtals and ofher exempt, health
h (@] |mon.506F2d

-' ation A @rmnssrone , 71 T.C. 158 (1978), acq., 1981-2C. B 2.

. The promotion of health includes activities other than the direct provk

) of patient care.
‘ _:»eeRev Rul 81-298, s ugra, Rev Rul 81-276, s Q Rev Rul. 77-69, supra

Rev Rul. 77-68,
, Supra.

: ,mvate practrce where the [PA is not stmcturally related to the your organizagion, and where the
only. relationship to the System hospitals is that the member physicians havejstaff privileges in
at Ieast one of the hospitals, is a commercial activity that does not satisfy theJcommunity benefit

standard of Rev Rul 69—545 supra. See Rev. Rul. 69-528 sugra, Rev Rul 72-369, supra;
thrs isa

’101! sansfy the comrnunlty benefit standard of Rev. Rul. 69—545

", . Because you have not established that a substantial portion of your _. ivi
the promotlon of health in a.charitable manner, you do not operate exclusively
purpese. See section 1.501(c)(3)-1(¢)(1) of the regulations and Better Busing
Washington; on; D.C. v. United States, supra. Therefore, you do not qualify for €
sectlon 501(c)(3) of the Code as a charitable organization on the basis that .'- u promote health.




S

-:mmlt these amounts to the HMOs.

.' Rul 86-98. Since the IPA Physicians are the primary beneficiaries of your s"E +

————
R e T

kaccounting that

‘pay the IPA Physicians for their services. At the end of each year, there i isa
compares the costs of the health care services actually performed by.the IPAFPhysicians (and
. the System Hospitals) with an established medical services budget. If there s a surplus. you

i4ill either remit surplus funds to the IPA Physicians (and to the System Hosplals). But if there
5 a deficit, you will collect the shortfall from the IPA Physicians (and the Syst em Hpspltals) and

Rev Rul. 86-98, supra concluded that since the IPA negotiated contrac}s on behalf of its
nhysician members with various HMOs, admiristered the claims received fron its members,
snd paid them according to its reimbursement agreement, the IPA was akintp a blllmg and

.-ollection service and a collective bargaining representative. negotiating on beghalf of its member

,Jhyslcxans with HMOs. Thus, the IPA operated in a manner similar to organigations carried on
‘or profit and its primary beneficiaries were its. member physu:ans rather tha |the community as
whole )

the’ oommumty as a whole or the charitable System Hosprtals this actmty dog:

subordmate entity must perform essential services forthe parent, i.e. i. g., servicds, that would not be

consldered as an unrelated trade or business. actlvnty See Rav. Rul. 78-41 supra; and

eism er, supra.

" (1) Related. Under section 1.502-1(b) of the regulations, a subsndla prgamzatuon ‘that
b engaged in an activity that would be considered an unrelated trade or busipess if it were
regularly carried on by the exempt parent does not provide an essential servipe for the parent.
The regulatnons include an example of a subsidiary organization that is ope,_ d primarily for
the purpose of furnishing electric power to consumers other than its parent ogganization.

‘Since you are controlled by CCSS, an-organization that is tax-exemp
501 (c)(3) of the Code, you satusfy the relatedness requirement. &

‘ff pnvxleges in at
CCSS your sole

practice, whose only relationship to the System Hospitals is that they have s
least lone of these. hospxtals Applying séction 1.502-1(b) of the regulahons. ’




. date of this letter. You also have a fight to a confersnce in this office after ya

“related to furthering the System Hospitals' charitable purposes. .However, i ¢
- theseiservices for the IPAs, that activity would.constitute an unrelated trade :business

.‘1.(b)'.q,f,f the regulations, you do not qualify for exemption.under section 501(c)

501(G)(3) of the Code.and you must file federal income taxretums,

- statemment. If you are to be represented by someone who is riot one of your &
| flavenhue Service as a failure to exhaust available administrative remedies. $
: Reve:_r;u,e Service.
877-829-5500 (a toll free number) or sending correspondence to: Internal Rel

receipt by using the following address: -

e © <te-

merﬁliér, performed these services for the System Hospitsils, that activity wo d be sﬁbé_tantlally

‘because it would not have a substantial causal relationship, as described in

+ 1(d)(2) of the regulations, to the achievement of either JIlils. charitablé purboses or that of the

Systen Hospitals.- Therefore, for purposes of section 1.502-1(b) of the reguidtions, this activity
'wauyld not be considered as essential services. . - '

i ;:As a result, since you do hot satisfy the essential sen}ices requiremerk of section 1.502-
-based on the integral part doctrine.

¥ Ao.cordingly. you de not qualify for exemption as.an orgahization descrifled in section

" Contributions to you are not deductible under section 170 of the Code.

You have the right to protest thie ruling if you believe it is incorect. To grotest, you should
,:stjbm:it a.statement of your views to this office, with a-full explanation of your fea soning. This
statement, signed by one of your officers, must be submitted within thirty (30} days from the

subMitted: You must request the conference, If you want one, when ‘you file your : o
: flicers, that person .

will heed to file a proper power of atiomey and otherwise qualify under our Cpnférénceand -
‘Practices Requirements. ' :

- "'lf-nyéu do not protest this ruling in a timely manner, it will be considered p

‘of the Code provides, in part, that a declaratory judgement or. decree under i
he issued in any proceeding unless the Tax Court, the United States Court of!
the District Court of the United States for the District of Columbia determin
organization involved has exhausted administrative remedies available to.it v§

If we.do not hear from you within 30 days, this ruling will become final a
forwarded to the Ohio Tax Exempt and Goverment Entities (TE/GE) office. Thereafter, any
questions about your federal income tax status should be diracted to that offi ce, either by calling
enue Service,
TE/GE.Customer Service, P.O. Box 2508, Ciricinriati, OH 45201. The approgriate State
Officials will be notified of this action in accordance with Code section 6104(d )

Wher sending additional letters to us with respect to this case, you will Expedite their
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Internal Revenue Service
T:EO:RAT:1-
1111 Constitution Avenus, N.W:
Washington, DC 20224
If lt Is convenient, you may fax or e-mail your reply. However, if you do,
end yuur reply, with an original signature, by regular mail. .

i) shown in the heading of this letter.

If 'you have any questions, please contact the parson whose name and %_lep'hone number -

In accordance with the Power of Attormey. currently on file with the Intey
{ srv:oe, we are sendmg a copy of this letter to.your authonzed representative:

Sincerely,

please be sure to

ral Revenue




